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Industry Developments—1994
Industry and Economic Developments
Rising interest rates and a modest recovery in the U.S. economy con­
tributed to net improvements in loan demand, interest margins, and 
asset quality at banks and savings institutions during 1994. Those 
improvements resulted in record industry profits and boosted industry 
capitalization. Competitive pressures to sustain or increase profits 
through greater efficiency made cost cutting and consolidation (through 
mergers and acquisitions) continuing priorities for many institutions. 
Industry and economic trends during 1994 have various implications 
for audit risk, particularly as the pressure on profits continues.
Improvements in Loan Demand
Growth in loan demand was reflected primarily in increased mort­
gage and consumer lending, but also in growing credit-card balances. 
Commercial and industrial loan volumes grew at a much slower pace. 
The strategies that facilitated significant lending growth may have 
important audit risk implications. For example, some increases in loan 
originations (or renewals or extensions of existing loans) may have 
been driven by acceptance of greater credit risk. Relaxation of credit 
standards as a means of increasing loan originations is likely to 
increase the audit risk associated with the allowance for credit losses.
Rising Interest Rates
Successive increases in the Federal Reserve's discount rate, federal 
funds' rates, and related rates resulted in wider interest margins for 
many institutions during 1994. Prudent management of exposure to 
rising rates allowed many institutions to avoid major losses on longer- 
term, fixed-rate assets. Many institutions also lengthened maturities 
of assets and liabilities during 1994.
Rate increases affected lending and investment returns and, less 
immediately, funding costs. Much of the rise in funding costs during 
1994 could be attributed to a shift toward nondeposit liabilities and 
foreign-office deposits.
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The rising rate environment, which is expected to continue into 1995, 
may affect audit risk in several ways. For example, institutions with large 
volumes of variable-rate loans may find their ability to accurately process 
rate adjustments adversely affected by the volatility of rates during 
1994, increasing the audit risk associated with such loans.
Rising rates may also negatively affect borrowers' cash flows, reducing 
the borrower's ability to repay loans (particularly restructured loans) or 
to maintain deposits, and increasing the audit risk associated with 
allowances for credit losses. Further rate increases will sustain con­
cerns about the ability of institutions that invest heavily in longer-term, 
fixed-rate assets to manage interest-rate risk.
Similarly, the adverse effects of rising rates on asset valuation may also 
prompt some institutions to take a "wait and see" attitude with respect 
to holding loans and securities that carry below-market rates, simply to 
avoid recognition of unrealized losses associated with those assets. 
Auditors should be alert to the impact of management's intent for and 
classification and valuation of such loans and securities for financial 
reporting purposes. For example, an institution may assert an intent to 
hold adjustable-rate mortgage loans originated at below-market (teaser) 
rates. An institution may not realize economic profits on such loans 
unless the loans are held for a relatively long time, particularly if they 
include caps on upward rate adjustments. To avoid recognizing unreal­
ized losses, the institution might record the loans at their historical 
cost, though the institution has, in the past, routinely classified similar 
loans originated in their mortgage banking operation as held for sale 
and accounted for them at the lower of cost or market value in conformity 
with paragraph 4 of Financial Accounting Standards Board (FASB) State­
ment of Financial Accounting Standards No. 65, Accounting for Certain 
Mortgage Banking Activities (FASB, Current Text, vol. 2, sec. Mo4.105). 
Auditors should evaluate the propriety of accounting for such loans.
Likewise, if rising rates have resulted in unrealized losses on fixed-rate 
investments in certain debt and equity securities, management may 
be unwilling to recognize losses in earnings or equity. Accordingly, the 
potential exists that institutions will reclassify securities to the held- 
to-maturity portfolio without the requisite change in management 
intent, as contemplated by FASB Statement No. 115, Accounting for 
Certain Investments in Debt and Equity Securities (FASB, Current Text, 
vol. 1, sec. I80.104), or the ability to hold to maturity.
Rising rates, combined with improvements in capitalization, have 
caused a drop-off in some secondary market activities such as securiti­
zation of loans. This development may adversely affect institutions 
that have historically derived significant income from securitizations 
and related activities.
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Better Asset Quality
Improvements in asset quality during 1994 are implied by (1) lower 
levels of charge-offs of realized loan losses, (2) static or decreasing 
provisions for loan losses, and (3) improvement (or lack of decline) 
in most regional real estate markets. Assumptions about a general 
improvement in the economy may have played a role in lower provisions 
during 1994 by changing institutions' assumptions in their loan-loss 
methodology. For example, an institution may have adjusted, down­
ward, the historical loss rates applied in its loan-loss methodology on 
the assumption that historical rates are too high to be good indicators 
of current loss experience. Auditors should consider whether such 
changes in methodology are appropriate, particularly if the institution 
uses historical experience when evaluating pools of loans for impair­
ment. In some instances, the opposite risk exists: An institution 
has based allowances and liabilities for credit exposures on overly 
conservative assumptions in an attempt to moderate future provisions 
and thereby manage earnings.
Competitive Pressures
Consolidation and restructuring of banking operations continued 
during the year, often resulting in significant redefinition or reassign­
ment of duties. Auditors should be alert to the effects such changes 
may have had on internal controls, particularly on segregation of 
duties. Consolidation and restructuring are likely to continue as insti­
tutions anticipate interstate branching (as permitted under new federal 
law). When planning engagements, auditors may wish to discuss with 
clients the effects that consolidation or restructuring may have on the 
reporting entity and, therefore, the reports to be issued. For example, 
reporting requirements of Section 36 of the Federal Deposit Insurance 
(FDI) Act (as added by Section 112 of the Federal Deposit Insurance 
Corporation [FDIC] Improvement Act of 1991 [FDICIA]) are keyed to 
asset levels and may differ depending on whether the institution is 
part of a multibank holding company.
General pressure on institutions to maintain or improve earnings 
will affect audit risk. Future earnings will be affected, in part, by an 
institution's ability to (1) continue low levels of loan-loss provisions, (2) 
exhaust opportunities to reduce administrative and other noninterest 
expenses, and (3) cope with competitive pressures on product pricing. 
(For example, significant reductions in credit card pricing have reduced 
related profits, in part through reductions in offered interest rates or 
abandonment of fees.) The risks posed by an institution's maintenance 
of earnings through subjectively determined amounts in the income
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statement (such as through the provision for credit losses) apply simi­
larly to balance-sheet amounts. For example, some institutions may 
seek to shift earnings into future periods by overvaluing impairment of 
deferred tax assets or by overaccruing potential restructuring costs. 
Auditors should be alert to the existence—and the effect on audit 
risk—of such earnings pressures.
Legislative and Regulatory Developments
Laws and their implementing regulations affect the areas and ways 
in which institutions operate by creating standards with which those 
institutions must comply. Furthermore, some laws and regulations 
directly address the responsibilities of auditors. Auditors should 
be familiar with laws and regulations because of their impact on 
the auditor's—
1. Acceptance of engagements in the industry.
2. Development of the expected conduct and scope of an engagement.
3. Responsibility for detection of errors, irregularities, and illegal acts.
4. Evaluation of contingent liabilities and related disclosures.
5. Consideration of an institution's ability to continue as a going 
concern.
Furthermore, Statement on Auditing Standards (SAS) No. 22, Planning 
and Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311), 
requires that auditors consider matters affecting the industry in which 
the entity operates, such as government regulations. In that regard, it 
is helpful for auditors to be familiar with the nature and purpose of 
regulatory examinations—including the differences and the relationship 
between examinations and financial statement audits. An understanding 
of the regulatory environment in which banks and savings institutions 
operate is also necessary to complement the auditor's knowledge of 
existing regulatory requirements. Because the regulatory environment 
f is continually changing, the auditor should monitor relevant regula­
tory changes and consider their implications in the audit process.
Summarized below are legislative and regulatory developments of 
particular significance in audits of the financial statements of banks 
and savings institutions insured by the FDIC. Other legislative and 
regulatory matters covering other policy areas, such as regulations for 
fair lending practices or the Community Reinvestment Act, are not 
within the scope of this document; however, auditors should be alert 
to the existence of related contingent liabilities, effects on planned 
mergers/acquisitions, or other results that may have direct and material
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effects on the determination of amounts in the institution's financial 
statements. The summary that follows is not intended to provide a 
comprehensive discussion of each issue and should not be substituted 
for a complete reading of related laws, regulations, rulings, or other 
documents where appropriate (see the "Information Sources" section 
herein). References to such documents of the Office of the Comptroller 
of the Currency (OCC), the FDIC, the Board of Governors of the 
Federal Reserve System (FRB), and the Office of Thrift Supervision 
(OTS) (collectively, the federal banking regulatory agencies) and other 
agencies are provided as appropriate.
Legislative Matters
In September 1994, President Clinton signed into law two major 
banking bills.
The Riegle Community Development and Regulatory Improvement 
Act of 1994 (Public Law [P.L.] 103-325) includes amendments to FDI Act 
Sections 36(i) and 39. The FDI Act Section 36(i) amendment allows 
institutions with more than $9 billion in assets and CAMEL1 ratings of 
1 or 2 to file holding company annual reports in satisfaction of the Sec­
tion 36 reporting requirements. FDI Act Section 39 is amended to give 
regulators some flexibility by allowing them to carry out its provisions 
through issuance of guidelines rather than more rigid regulations.
The Riegle-Neal Interstate Banking and Branching Efficiency Act of 
1994 (P.L. 103-328) will allow interstate branching of banks. Among 
other provisions, the law will allow bank holding companies to buy 
out-of-state banks in any state after September 29, 1995, and to open 
branches in other states after June 1, 1997. The industry's legislative 
gains on geographical expansion will likely energize its continuing 
effort to press Congress for additional power to expand banks' activi­
ties (into insurance and securities, for example). The industry is also 
continuing to press legislators and regulators to further reduce 
perceived regulatory burdens.
Members of Congress proposed, but did not pass, several bills on 
derivatives. (See the "Audit Issues and Developments" section herein.) 
The proposals ranged from requiring the Securities and Exchange 
Commission (SEC) to oversee derivatives activities of currently unregu­
lated derivatives dealers, to requiring the federal banking regulatory 
agencies to jointly establish specific principles and standards for
1 The acronym CAMEL relates to capital adequacy, asset quality, management, 
earnings, and liquidity.
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supervising financial institutions engaged in derivatives activities. 
Members are likely to revive the proposals in 1995.
Finally, proposals involving various approaches to consolidating 
functions of the federal banking regulatory agencies have been tabled 
indefinitely.
Regulatory Capital
Because of the complexity of capital regulations, their application 
requires a thorough understanding of specific requirements and the 
potential impact of any instance of noncompliance—particularly when 
an institution is involved in complex transactions, investments, or 
parent-subsidiary relationships. Highlights of and major changes in 
capital regulations are presented below.
Capital Adequacy Guidelines. The FDIC, OCC, and FRB have common 
capital adequacy guidelines (which differ in some respects from those 
of the OTS) involving minimum (1) leverage capital and (2) risk-based 
capital requirements. The leverage requirement establishes a minimum 
 ratio of capital as a percentage of total assets. The FDIC, OCC, and FRB 
require institutions to maintain a minimum leverage ratio of Tier 1 
capital (as defined) to average total assets based on the institution's 
rating under the regulatory CAMEL rating system. Institutions with 
CAMEL ratings of 1 that are not anticipating or experiencing significant 
growth and have well-diversified risk are required to maintain a 
minimum leverage ratio of 3.0 percent. An additional 100 to 200 basis 
points are required for all but these most highly rated institutions. The 
risk-based requirement also establishes a minimum ratio of capital as a 
percentage of total assets and certain off-balance-sheet items, but gives 
weight to the relative risk of each asset and item. The FDIC, OCC, and 
FRB require institutions to maintain a minimum ratio of Tier 1 capital 
to risk-weighted assets of 4.0 percent. Banks must also maintain a mini­
mum ratio of total capital to risk-weighted assets of 8.0 percent.
The OTS requires savings institutions also to maintain a minimum 
core-capital ratio (as defined) of 3.0 percent and a tangible capital 
requirement of 1.5 percent of assets. The determination of tangible 
capital requires the immediate deduction of all unamortized supervi­
sory goodwill arising from the purchase of a troubled institution prior 
to April 12, 1989. For core-capital calculations, unamortized supervisory 
goodwill is being deducted on a phased schedule and will be fully 
deducted by January 1 , 1995. For savings associations, the OTS-required 
minimum total risk-based capital ratio (that is, the ratio of the total of 
core and supplemental capital to risk-weighted assets) is 8.0 percent
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and the minimum ratio requirement for core capital to risk-weighted 
assets is 4.0 percent.
Prompt Corrective Action. Section 38 of the FDI Act outlines a uniform 
framework for prompt corrective regulatory action, focusing regula­
tory intervention primarily on an institution's capital levels relative to 
the Section 38 standards. Noncompliance or expected noncompliance 
with regulatory capital requirements may be a condition, when consid­
ered with other factors, that indicates substantial doubt about an 
entity's ability to continue as a going concern (as discussed in SAS 
No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a 
Going Concern [AICPA, Professional Standards, vol. 1, AU sec. 341]). The 
application of the prompt corrective action provisions warrants similar 
attention by auditors when considering an institution's ability to 
remain a going concern.
Under the provisions, each bank or savings institution falls into one 
of five regulatory capital categories based primarily on three capital 
measures: Tier 1 leverage, total risk-based, and Tier 1 risk-based capi­
tal. The measures are defined in the same manner as for the respective 
agencies' capital adequacy guidelines and, for savings institutions, 
Tier 1 leverage capital is comparable to core capital, as defined.
Regulations implementing Section 38 also specify a minimum 
requirement for tangible equity, which is Tier 1 capital plus cumulative 
perpetual preferred stock, net of all intangibles except limited amounts 
of purchased mortgage-servicing rights (PMSRs). In calculating the 
tangible equity capital ratio, intangibles (except for qualifying PMSRs) 
are deducted from total assets included in the ratio denominator.
An institution may be reclassified into another capital category if its 
condition or one of its activities is deemed by regulators to be "unsafe 
or unsound." A change in an institution's capital category to an under­
capitalized category initiates certain mandatory—and possibly addi­
tional discretionary—action by regulators. Under Section 38, an 
institution is considered—
1. Well capitalized if its capital level significantly exceeds the required 
minimum level for each relevant capital category.
2. Adequately capitalized if its capital level meets the minimum levels.
3. Undercapitalized if its capital level fails to meet one or more of the 
minimum levels.
4. Significantly undercapitalized if its capital level is significantly below 
one or more of the minimum levels.
5. Critically undercapitalized if it has a ratio of tangible equity to total 
assets, as defined, of 2 percent or less.
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The minimum levels follow.
Total Tier 1 Tier 1
Capital
Well capitalized 
Adequately capitalized 
Undercapitalized 
Significantly undercapitalized
Risk-based Risk-based Leverage Capital
Ratio (%) Ratio (%) Ratio (%)
≥ 10 and ≥ 6 and ≥ 5
≥ 8 and ≥ 4 and ≥ 4* 
< 8  or <4 or <4*
< 6 or <3 or <3
*3.0 percent for institutions that have a rating of 1 under the regulatory CAMEL, 
MACRO, or related rating system, that are not anticipating or experiencing signifi­
cant growth, and that have well-diversified risk.
As noted previously, critically undercapitalized institutions are 
those having a ratio of tangible equity to total assets of 2 percent or less.
An institution will not be considered well capitalized if it is under a 
cease-and-desist order, formal agreement, capital directive, or prompt 
corrective action capital directive.
Actions that may be taken under the prompt corrective action provi­
sions range from the restriction or prohibition of certain activities to 
appointment of a receiver or conservator of the institution's net assets.
Regulators will also require undercapitalized institutions to submit a 
plan for restoring the institution to an acceptable capital category. For 
example, each undercapitalized institution is required to submit a plan 
that specifies—
1. Steps the institution will take to become adequately capitalized.
2. Targeted capital levels for each year of the plan.
3. How the institution will comply with other restrictions or require­
ments put into effect.
4. The types and levels of activities in which the institution will
Interest-Rate Risk. FDICIA Section 305(b) requires the federal banking 
regulatory agencies to revise their risk-based capital guidelines as 
necessary to ensure adequate consideration of interest-rate risk. The 
FDIC, OCC, and FRB proposed a measure of interest-rate risk expo­
sure and an approach to assessing capital adequacy for interest-rate 
risk as proposed revisions to their existing risk-based capital guide­
lines. Although the comment deadline has ended, a final rule has not 
yet been issued (FDIC Financial Institutions Letter [FIL] 65-93).
engage.
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Effective January 1, 1994, the OTS added an interest-rate risk com­
ponent to its risk-based capital requirements. Institutions with a 
greater than normal interest-rate risk exposure, as defined, must take 
a deduction—from the total capital available to meet their risk-based 
capital requirement—equal to half the difference between the institu­
tion's actual measured exposure and a defined normal level of exposure. 
The final requirements were published in the Federal Register on August 
31, 1993. In an August 15, 1994, letter to chief executive officers, the OTS 
requested comments on appeals, certification, and petitioning 
processes for the interest-rate risk component.
In August 1994, the FDIC issued guidance to its examiners on assess­
ment and management of interest-rate risk (FDIC FIL-60-94). The 
document may also provide useful information to auditors.
Unrealized Gains and Losses on Securities Recognized Under FASB Statement 
No. 115. In August 1993, the Federal Financial Institutions Examination 
Council (FFIEC) announced that it would adopt FASB Statement No. 115 
for regulatory reporting purposes. The federal banking regulatory 
agencies are still deliberating whether unrealized gains and losses on 
securities designated as available for sale under FASB Statement No. 115 
should be included in Tier 1 capital for risk-based and leverage capital 
purposes. On December 21, 1993, the OCC, FDIC, and FRB issued a 
Joint Statement on the Interim Capital Treatment for FAS 115, which stated 
that, until a final rule is issued, net unrealized losses on market­
able equity securities should continue to be deducted when computing 
Tier 1 capital, and that other net unrealized gains or losses on available- 
for-sale securities resulting from the adoption of FASB Statement 
No. 115 should be excluded from the computation of Tier 1 capital 
(OCC Banking Bulletin [BB] 93-61; FDIC FIL-91-93).
In December 1993, the FDIC and the FRB requested comments on 
proposed amendments of capital adequacy rules to include net unreal­
ized gains or losses on available-for-sale securities in Tier 1 capital 
(FDIC FIL-1-94). The OCC and the OTS issued their proposals in 
April and June 1994, respectively (OCC Bulletin 94-26; Federal Register 
[June 22, 1994]).
Credit-Loss Allowances Recognized Under FASB Statement No. 114. In 
May 1994, the FFIEC requested comments on regulatory capital treat­
ment of allowances recognized under FASB Statement No. 114, 
Accounting by Creditors for Impairment of a Loan (FASB, Current Text, 
vol. 1, sec. I08). The release also requested comments on continuance 
of regulatory rules on nonaccrual of interest income on certain loans 
(Federal Register [May 17, 1994]).
Deferred Tax Assets Recognized Under FASB Statement No. 109. In Decem­
ber 1993, the OCC proposed amendments to its capital adequacy
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guidelines for regulatory treatment of deferred tax assets arising under 
application of FASB Statement No. 109, Accounting for Income Taxes 
(FASB, Current Text, vol. 1, sec. I27). Under the proposal, only those 
deferred tax assets that are dependent upon future taxable income 
would be limited in regulatory capital computations (OCC Bulletin 
94-6). The FDIC and the FRB issued proposals earlier in 1993. As this 
alert was being completed, no final rules had been issued.
Intangible Assets. In February 1994, the OTS issued final rules address­
ing the amount of PMSRs and purchased credit-card receivables 
(PCCRs) that savings institutions may include in regulatory capital. 
Under the rule, PMSRs and PCCRs may be included, in the aggregate, 
up to 50 percent of core capital (as defined), provided that PCCRs do 
not exceed 25 percent of core capital. Institutions may include the same 
amount of PMSRs in tangible capital that they include in core capital. 
For purposes of calculating core capital, the amount of PMSRs and 
PCCRs cannot exceed the lesser of (1) 90 percent of their fair market 
value or (2) 100 percent of their book value. PMSRs purchased (or under 
contract to be purchased) on or before February 9 , 1990, are not subject 
to certain concentration limitations. Core deposit intangibles not grand­
fathered under the final rule may not be included in regulatory capital. 
The OTS has retained the authority to require that institutions annu­
ally obtain independent market valuations of PMSRs and PCCRs 
(Federal Register [February 2, 1994]). The other agencies issued related 
final rules in 1993.
Concentration of Credit Risk and Nontraditional Activities. In February 
1994, the federal banking regulatory agencies requested comment on 
proposed regulatory capital standard changes in order to implement 
FDIC LA Section 305(b), which requires the agencies to revise risk-based 
capital standards to ensure that they give adequate consideration to 
concentration of credit risk and the risks of nontraditional activities 
(Federal Register [February 2 2 , 1994]).
Recourse Arrangements. In May 1994, the federal banking regulatory 
agencies requested comments on proposed revisions to risk-based 
capital standards that would address capital treatment of recourse 
arrangements and direct credit substitutes that expose institutions to 
credit risk (FDIC FIL-37-94; Federal Register [May 25, 1994]). No final 
revisions had been issued as of completion of this alert.
Other Regulatory Matters
Allowance for Loan and Lease Losses. On December 2 1 , 1993, the federal 
banking regulatory agencies issued an "Interagency Policy Statement
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on the Allowance for Loan and Lease Losses," which was effective on 
release. The policy statement discusses (1) the nature and purpose of 
the allowance, (2) the related responsibilities of the board of direc­
tors and management and of the examiners, (3) loan review systems, 
and (4) international transfer risk matters (OCC BB 93-60; FDIC 
FIL-89-93).
Included in the discussion of examiner responsibilities is an analytical 
tool for assessing the reasonableness of management's loss allowance 
methodology. The tool involves comparison of the reported loss 
allowance against the sum of specified percentages (based on industry 
averages) applied to certain loan classifications. Related regulatory 
guidance strongly cautions examiners against using the tool as a rule 
of thumb or as a substitute for a full and thorough analysis of the 
bank's loan portfolio, in part because such comparisons do not take 
into account the often significant differences between institutions, 
their portfolios, underwriting and collection practices, and credit- 
rating policies.
The determination of credit-loss allowances is necessarily a highly 
subjective process. Accordingly, use of the specified percentage loss 
estimates as the primary basis for establishing loss allowances would 
be highly questionable. Auditors should be alert to the risk that 
management may, inappropriately, rely on the tool to establish the loss 
allowance for certain loans instead of applying the judgment necessary 
to determine or evaluate the adequacy of the loss allowance for those 
loans. In such circumstances, auditors should ask management to 
justify that loss allowances have been established in conformity with 
generally accepted accounting principles (GAAP)—rather than in 
accordance with the specified percentages.
Appraisals. In June 1994, the federal banking agencies issued a final 
rule for real estate appraisals that increases the threshold level for 
required appraisals of real estate-related financial transactions (as 
defined) to those having a value of $250,000 or greater. The final rule 
also expands and clarifies exemptions from previous requirements, 
identifies additional circumstances under which appraisals will not be 
required, and specifies when exempt transactions require evaluations 
(Federal Register [June 7, 1994]; Section 12 of the Code of Federal Regula­
tions [CFR] Parts 34, 225, 323, 545, 563, and 564; FDIC FIL-41-94; 
OCC Bulletin 94-37).
High-Risk Mortgage Securities. In August 1994, the FFIEC issued a 
clarification of its Supervisory Policy Statement on Securities Activities 
(FFIEC FIL-57-94; OCC Bulletin 94-48). See the "Accounting Develop­
ments" section herein.
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FDI Act Requirements. Several regulatory releases in the past year relate 
to amendments to the FDICIA.2
In November 1993, the federal banking regulatory agencies proposed 
regulations to implement FDI Act Section 39 (as added by FDICIA 
Section 132), which requires the federal banking regulatory agencies to 
develop safety and soundness standards for insured institutions (OCC 
BB 93-56; FDIC FIL-79-93; Federal Register [November 18, 1993]). The 
proposed standards included, among other things, requirements for 
internal control and internal audit systems. Final regulations have not 
yet been issued, as subsequent legislative changes to FDI Act Section 
39 now allow the agencies to issue the standards in the form of guide­
lines (rather than regulations).
In December 1993, the OCC issued an advisory clarifying its position 
that, for purposes of reporting under FDI Act Section 36, internal con­
trols over financial reporting are required to include controls over call 
reporting (OCC Advisory Letter 93-12).
In January 1994, the OTS issued clarifications of reporting require­
ments when a savings institution or correspondent bank extends 
credit to an executive officer (OTS Thrift Bulletin [TB] 64). Auditors 
reporting on management assertions about compliance with insider 
loan laws and regulations may find TB 64 helpful when planning 
such engagements.
In November 1994, the OTS issued amendments to its requirements 
for annual independent audits (Federal Register [November 2 3 , 1994]). 
The revisions maintain mandatory annual independent audits for 
(1) savings institutions with CAMEL ratings of 3, 4, or 5, and (2) thrift 
holding companies that control savings institution subsidiaries with 
aggregated consolidated assets of $500 million or more. Additional 
revisions were made to the OTS Public Accountant Bulletin (PA Bulletin) 
series to eliminate or significantly change related engagements. Auditors 
should be alert to the final rule.
On March 30, 1994, the FDIC issued to its regional directors a 
memorandum providing guidance on implementation issues and 
other matters involving audit and other reports required by FDI Act
2The audit and other reporting requirements created in FDI Act Section 36 
(as added by FDICIA Section 112) and related implementing regulations contained 
in 12 CFR Part 363 were discussed in detail in the AICPA's Audit Risk Alert 
FDIC Improvement Act Implementation Issues (Product No. 022140). Those and related 
discussions in the AICPA's Audit Risk Alert Banks and Savings Institutions Industry 
Developments—1993 have been incorporated into appendix D of the proposed Audit 
and Accounting Guide Banks and Savings Institutions (Product No. 800073). See the 
"Audit and Accounting Guide" section herein.
16
Section 36. Auditors subject to the FDI Act Section 36 requirements 
may find the memorandum helpful in understanding the related 
implementation issues. The OCC issued related guidance to examiners 
in April 1994 (OCC Bulletin 94-22).
Bank Secrecy Act. In a December 13, 1993, letter to the chief executive 
officers of savings institutions, the OTS announced that, effective for 
years ending on or after December 3 1 , 1993, the OTS would no longer 
require those institutions to provide (as OTS Bulletin PA-7a-3 had 
required them to) auditors' reports on procedures and findings relative 
to compliance with certain provisions of the Bank Secrecy Act and 
related regulations.
Derivatives Activities and Disclosures. In October 1993, the OCC issued 
Banking Circular (BC) 277, which addresses banks' risk management of 
derivatives and sets forth the best practices and procedures for manag­
ing risk. In May 1994, the OCC issued Bulletin 94-31, which answers 
commonly asked questions about BC 277. In late 1993, the FRB issued 
detailed guidance to bank examiners for evaluating derivatives with 
respect to management oversight, measurement and monitoring 
procedures, and internal controls. The FDIC issued guidance for 
examiners in FIL-34-94 in May 1994. Auditors may find the guidance 
useful when considering related internal control matters.
In March 1994, the FFIEC requested comments on proposed changes 
in FFIEC Consolidated Reports of Condition and Income (call reports) 
to increase disclosure about derivatives (FFIEC FIL-20-94; Federal Regis­
ter [March 9 , 1994]). The FFIEC subsequently announced that any final 
changes would be postponed pending further analysis, for example, 
of the FASB's final statement on derivatives disclosures. (See the 
"Accounting Developments" section herein.)
The staff of the SEC has increased the number of comments on and 
questions about derivatives disclosures in filings by public companies. 
Specifically, the SEC staff is requesting more detailed disclosures 
about derivatives holdings and about companies' internal policies for 
monitoring and controlling derivatives activities. (See "Derivatives" 
in the "Audit Issues and Developments" section herein.)
In August 1994, the FDIC and the OTS issued examination guidance 
on one type of derivatives—structured notes, which are medium-term 
notes that involve customized features such as embedded options 
(FDIC FIL-61-94; OTS TB 65). The OCC issued its Advisory Letter 94-2 
on structured notes in July 1994.
Loan Documentation. In November 1993, the OCC issued additional 
guidance on the April 1993 "Interagency Policy Statement on Small
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Business Loan Documentation" (OCC BB 93-54). The interagency 
policy statement allows certain institutions to establish a portfolio 
of loans exempt from certain documentation requirements (FDIC 
FIL-63-93; OCC BBs 93-18, 93-23, and 93-46; OTS TB 61). Auditors 
should consider the effect of such portfolios on audit risk.
Mutual-to-Stock Conversions. Auditors of the financial statements of 
FDIC-supervised savings banks considering conversion from mutual 
to stock ownership may find useful information in an interim rule 
issued by the FDIC in February 1994 (FDIC FIL-14-94).
Fraudulent Financial Instruments. In October 1993, an interagency 
advisory was issued about possibly fraudulent instruments, often 
denominated as "prime bank notes," "prime bank guarantees," and 
"prime bank letters of credit," among other names. Auditors may wish 
to consider the advisory when assessing audit risk (FDIC FIL-73-93).
Electronic Imaging. In February 1994, the FDIC issued an FFIEC state­
ment discussing potential risks involved in the use of systems to 
capture, index, store, and retrieve electronic images of paper documents 
(FDIC FIL-13-94). Auditors of the financial statements of institutions 
that use electronic imaging may find the release helpful in assessing 
audit risk.
HUD Mortgage Insurance Programs. Bank and savings institution 
subsidiaries and affiliates that are mortgagees under certain mortgage 
insurance programs administered by the U.S. Department of Housing 
and Urban Development (HUD) should be aware of certain require­
ments for annual audits of financial statements. In the past, HUD 
generally did not require annual financial statement audits for mort­
gagees subject to supervisory examinations by certain governmental 
agencies. However, that exception was eliminated by a December 1992 
final rule (Federal Register [December 9, 1992]). Auditors may wish to 
discuss the final rule with clients who have subsidiaries and affiliates 
potentially subject to the requirements.
Student Lending. The Higher Education Act of 1965 (HEA) was amended 
in 1992 to require compliance audits of lenders who participate in 
Federal Family Education Loan (FFEL) programs. Many banks and 
savings institutions are subject to the requirements because they 
participate as lenders in these FFEL programs, which include the 
Federal Stafford Loan Program (formerly the Guaranteed Student Loan 
Program), the Federal Supplemental Loans for Students Program, the 
Federal PLUS Program, and the Federal Consolidation Loan Program.
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The HEA requires that the engagements be performed in accordance 
with the U.S. General Accounting Office's (GAO's) Government Auditing 
Standards, which include general standards for an external quality 
control review and for continuing education requirements.
In December 1992, the U.S. Department of Education (ED) issued 
implementing regulations, specifying that procedures for conducting 
the audits would be disseminated in a guide developed by the ED's 
Office of the Inspector General (OIG) (Federal Register [December 18, 
1992]). The regulations made the reporting requirement effective for 
fiscal years beginning after July 2 3 , 1992; however, no guide has been 
issued. As this Audit Risk Alert was being completed, the OIG was 
expecting to issue a guide in late 1994.
As currently drafted, the guide would require an examination of 
management's assertion of compliance with certain requirements 
for preparation of the Lender's Interest and Special Request and Reports 
(ED Form 799), performed (in part) in accordance with Statement on 
Standards for Attestation Engagements (SSAE) No. 3, Compliance 
Attestation (AICPA, Professional Standards, vol. 1, AT sec. 500). If finalized 
as drafted, the guide would allow lenders with fiscal years ending 
in August through December the option of filing (1) separate reports 
for their fiscal years 1993 and 1994 or (2) a single report covering 
both fiscal years 1993 and 1994. If separate reports are filed, the 1993 
report would be due within six months after issuance of the guide, 
and the 1994 report would be due within six months after issuance 
of the guide or within six months after the end of the fiscal year, 
whichever is later. If a single report is filed, it would be due within 
six months after the end of the two-year period. Lenders with fiscal 
years ending in any of the months of January through July would 
be required to file the initial 1994 report within six months after 
issuance of the guide. Filing of subsequent reports would be required 
on an annual basis within six months after the close of the lender's 
fiscal year.
Auditors may wish to discuss the reporting requirements with clients 
and should be alert to the issuance of a final guide.
SEC Actions
The staff of the SEC has expressed its views on various accounting 
matters during the year. Also, several SEC Accounting and Auditing 
Enforcement Releases (AAERs) have been issued in the past year that 
involve banks and savings institutions and, in some cases, auditors 
of their financial statements. Auditors should consult the cited AAERs 
for the specific circumstances in each instance.
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Credit Losses. Several AAERs have been issued concerning failure to 
provide loss reserves that are adequate to absorb probable losses in the 
loan portfolio (AAERs 524, 525, and 574). Another AAER alleged that 
a bank failed to properly disclose in management's discussion and 
analysis of financial results and elsewhere material facts and known 
trends and uncertainties concerning the deterioration of its loan 
portfolio that the bank could reasonably have expected to have a 
material unfavorable impact upon its financial condition and results of 
operations (AAER 519).
Worthless Certificates of Deposit. A bank contracted to issue its own pre­
ferred stock in exchange for certificates of deposit (CDs) purportedly 
issued by the National Bank of Liberia. Although the CDs were 
unfunded and the preferred stock was never issued, the institution's 
audited financial statements reflected both the CDs (as interest-bearing 
deposits in other banks) and the preferred stock (as a component of 
shareholder's equity) (AAERs 509, 510, and 511).
Nonmonetary Exchange of Interests in Real Estate. A bank recognized a 
gain on an exchange of participation interests in certain acquisition, 
development, and construction projects for contingent participation 
interests in low-income housing ventures owned by another party. 
Because the exchange was nonmonetary and involved similar real 
estate assets, gain recognition was not appropriate under Accounting 
Principles Board (APB) Opinion No. 29, Accounting for Nonmonetary 
Transactions (AAER 511).
Audit and Accounting Guide
On August 31, 1994, the AICPA issued an exposure draft of a proposed 
Audit and Accounting Guide, Banks and Savings Institutions, for public 
comment by November 30, 1994. The guide, when completed, will 
supersede the 1983 Industry Audit Guide Audits of Banks and the 1991 
Audit and Accounting Guide Audits of Savings Institutions. The pro­
posed guide discusses those aspects of accounting and auditing 
unique to banks and savings institutions and was developed to assist 
accounting practitioners and auditors in preparing and auditing the 
financial statements of banks and savings institutions. The exposure 
draft incorporates new accounting and financial reporting require­
ments issued by the FASB and the Accounting Standards Executive 
Committee (AcSEC) and new auditing standards issued by the AICPA's 
Auditing Standards Board since issuance of the existing guides. A final 
guide is expected to be issued by early 1996.
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Audit Issues and Developments
Asset Quality and Valuation Issues
Credit quality and other asset quality issues surrounding commercial 
and consumer loans, real estate portfolios, troubled debt restructur­
ings, foreclosures and in-substance foreclosures, off-balance-sheet 
financial instruments, and other assets require critical attention in 
audits of the financial statements of banks and savings institutions. 
Auditors should obtain sufficient competent evidence to evaluate the 
adequacy of management's valuation allowances and liabilities for credit 
exposures. The subjectivity of determining such amounts, combined 
with the issues that arise in a rapidly changing economic environment 
(such as those discussed in the "Industry and Economic Developments" 
section herein), reinforce the need for careful planning, execution, and 
evaluation of audit procedures in this area.
Some troubled debt restructurings could fail as rising interest rates 
affect the borrower's cash flows and, therefore, the borrower's ability 
to repay the debt under the restructured terms. This risk is also 
increased when payment increases have been built into planned 
payment schedules.
Recent catastrophes, such as earthquakes and floods, may adversely 
affect local and regional economies or result in loss of collateral value. 
Some institutions may have made significant unsecured advances to 
borrowers. Auditors should be alert to any related credit quality issues 
affecting financial reporting, including consideration of lenders' risk 
concentrations. Auditors should also consider whether concessions 
made to borrowers have been properly considered against the criteria 
in FASB Statement No. 15, Accounting by Debtors and Creditors for Troubled 
Debt Restructurings (FASB, Current Text, vol. 1, sec. D22).
Lack of an adequate asset-impairment evaluation system and a system 
to evaluate credit exposure, or failure of an institution to document 
adequately the criteria and methods used to determine loan-loss 
allowances, may indicate a reportable condition in the institution's 
internal control structure over financial reporting. Such a deficiency 
will generally increase both the extent to which judgment must be 
applied by both regulatory examiners and auditors in evaluating 
the adequacy of management's allowances and liabilities and the 
likelihood that differences will result. The guidance in SAS No. 57, 
Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1, 
AU sec. 342), should be followed in auditing loan-loss allowances. 
Another source of information that may be useful in auditing the 
loan-loss allowances of banks and savings institutions is the AICPA 
Auditing Procedure Study Auditing the Allowance for Credit Losses 
of Banks.
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Auditors also should be alert to valuation issues related to classifica­
tion and impairments of securities. Paragraph 16 of FASB Statement 
No. 115 (1) requires that, for individual securities classified as either 
available-for-sale or held-to-maturity (as defined), an institution shall 
determine whether a decline in fair value below the amortized cost 
basis is other than temporary and (2) provides related accounting 
guidance. Paragraph 69 of FASB Statement No. 115 says "if the sale 
of a held-to-maturity security occurs without justification, the materi­
ality of that contradiction of the enterprise's previously asserted intent 
must be evaluated." The SEC staff is interpreting paragraph 69 of FASB 
Statement No. 115 to mean that if held-to-maturity securities are sold 
for reasons other than those listed in paragraph 8 of FASB Statement 
No. 115, the SEC staff will challenge management's (1) previous 
assertion regarding the classification of those securities, (2) assertions 
regarding the classification of other held-to-maturity securities, and 
(3) future assertions regarding the classification of securities purchased 
subsequently for an extended period of time.
As with credit risk, other valuation issues involve a number of sub­
jective assumptions. For example, the expected effects of prepayments 
on loans in portfolios and the types of income and expense items 
included in the valuations of loan servicing assets significantly influence 
the recorded values of those assets. High levels of mortgage loan 
prepayments in recent years have resulted in the impairment of assets 
such as PMSRs and interest-only securities. Subjective assumptions 
should be evaluated periodically in light of current economic circum­
stances, and impairments caused by changes in those assumptions 
should be recognized accordingly.
Derivatives
Because interest rates, commodity prices, and numerous other market 
rates and indices from which certain financial instruments (derivatives) 
derive their value have been volatile over the past several months, a 
number of entities have incurred significant losses as a result of their 
use. Banks and savings institutions sometimes use derivatives as risk 
management tools or as speculative investment vehicles. The use of 
derivatives virtually always increases audit risk. Although financial 
statement assertions about derivatives are generally similar to assertions 
about other transactions, the auditor's approach to achieving related 
audit objectives may differ because the notional and contractual 
amounts of certain off-balance-sheet derivatives—such as futures, 
forwards, swaps, options, and other contracts with similar 
characteristics—are not generally recognized in the financial statements.
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Many of the unique audit risk considerations presented by the use of 
derivatives are discussed in detail in Audit Risk Alert—1994. The AICPA 
publication Derivatives—Current Accounting and Auditing Literature (Prod­
uct No. 014888) summarizes current authoritative accounting and audit­
ing guidance and provides background information on basic derivatives 
contracts, risks, and other general considerations.
Noncompliance With Capital Adequacy and 
Other Regulatory Requirements
Events of noncompliance with regulatory requirements, such as failure 
to meet minimum capital requirements or participation in impermissi­
ble activities or investments, expose banks and savings institutions to 
regulatory action. Events of noncompliance may be brought to the 
auditor's attention during the application of normal auditing proce­
dures, during the review of regulatory examination reports, or as a 
result of actions required by regulators.
SAS No. 59 states that "the auditor has a responsibility to evaluate 
whether there is substantial doubt about the entity's ability to continue 
as a going concern for a reasonable period of time, not to exceed one 
year beyond the date of the financial statements being audited." Non- 
compliance with regulatory capital requirements is a condition, when 
considered with other factors, that could indicate substantial doubt 
about the entity's ability to continue as a going concern for a reasonable 
period of time. Examples of other factors that may be evaluated are 
identified in SAS No. 59.
Other factors that may affect audit risk include the entity's exposure 
to interest-rate, liquidity, prepayment, and other risks. For example, 
institutions heavily invested in fixed-rate assets (or variable-rate assets 
subject to caps on interest-rate increases) may face narrower spreads in 
a rising-rate environment. Auditors also should be alert to the effects 
interest-rate increases could have on borrowers' ability to repay loans. 
Similarly, institutions with large volumes of money market or other 
short-term deposit liabilities are subject to greater liquidity risk 
because those liabilities must be refinanced.
Using Specialists' Work
In July 1994, the Auditing Standards Board issued SAS No. 73, Using 
the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336). 
The Statement supersedes SAS No. 11 of the same title and is effective 
for 1994 year-end audits. In part, SAS No. 73 will require auditors to 
evaluate the objectivity and professional qualifications of the specialist,
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including the specialist's experience in the type of work under con­
sideration. SAS No. 73 also discusses circumstances in which the 
auditor may need to contact the specialist to determine whether the 
specialist is aware that his or her work will be used in testing financial 
statement assertions. Additional information is provided in Audit Risk 
Alert-1994 (Product No. 022141).
Access to Working Papers
Examiners from the federal banking regulatory agencies, as well as 
others, may from time to time request auditors of financial statements 
of banks and savings institutions to provide access to working papers. 
Auditors who have been requested to provide such access should refer 
to Interpretation No. 1 of SAS No. 41, Working Papers, titled "Providing 
Access to or Photocopies of Working Papers to a Regulator" (AICPA, 
Professional Standards, vol. 1, AU sec. 9339). The Interpretation provides 
auditors with guidance on—
1. Advising management that the regulator has requested access to 
(and possibly photocopies of) the working papers and that the 
auditor intends to comply with the request.
2. Making appropriate arrangements with the regulator for the review.
3. Maintaining control over the original working papers.
4. Considering submitting to the regulator a letter clarifying that an 
audit in accordance with generally accepted auditing standards 
(GAAS) is not intended to, and does not, satisfy a regulator's 
oversight responsibilities. An example of such a letter is illustrated 
in paragraph 6 of the Interpretation.
In addition, the Interpretation addresses situations in which an audi­
tor has been requested by a regulator to provide access to the working 
papers before the audit has been completed and the report released. 
Also, the Interpretation notes that when a regulator engages an inde­
pendent party, such as another independent public accountant, to 
perform the working paper review on behalf of the regulatory agency, 
there are some precautions auditors should observe.
The complete text of this Interpretation was published in the July 1994 
issue of the Journal of Accountancy ("Official Releases").
Reporting on Mortgage Banking Activities
Banks and savings institutions that sell loans to, or service loans for, 
investors are frequently required to submit to the investors reports 
from an independent auditor on related activities. The reports vary
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in scope and complexity. Auditors who are engaged to report on the 
mortgage banking activities of banks and savings institutions should 
be aware of the following developments.
MBA USAP. The Mortgage Bankers Association of America (MBA) 
will soon issue a new Uniform Single Attestation Program for Mortgage 
Bankers (USAP). The USAP will require an examination-level engagement 
in accordance with SSAE No. 3. The MBAs prior guidance, Uniform 
Single Audit Program for Mortgage Bankers, was introduced in 1965 and 
gained acceptance as a useful guide for engagements that addressed 
the servicing functions of mortgage banking companies. The related 
engagements have been redefined to address compliance by mortgage- 
servicing companies with the USAP's specified minimum servicing 
standards. The USAP will be effective for fiscal years beginning after 
December 15, 1994, and thereafter, with earlier application permitted. 
Auditors engaged by banks and savings institutions that are contractu­
ally required to provide reports under the existing USAP may wish to 
discuss early application with their clients.
Freddie Mac. The Federal Home Loan Mortgage Corporation (Freddie 
Mac) has issued minor clarifications to its 1993 Compliance Reporting 
Guide. The guide addresses the scope of compliance attestation 
engagements at banks and savings institutions that sell or service mort­
gage loans under Freddie Mac programs, sets forth certain procedures 
to be performed, and presents required reporting formats.
The engagements required by the Compliance Reporting Guide involve 
reporting on agreed-upon procedures performed in accordance with 
SSAE No. 3. The clarifications are effective for reporting on procedures 
performed in association with management assertions for periods 
ending December 31, 1994, and thereafter. Freddie Mac has given 
copies of the guide clarifications to seller/servicers with instructions to 
provide copies to auditors of the seller/servicers' financial statements.
Mortgage Loans Serviced by Others. The MBA's USAP and Freddie Mac's 
Compliance Reporting Guide address reporting on management asser­
tions about an entity's compliance with specified criteria. SAS No. 70, 
Reports on the Processing of Transactions by Service Organizations (AICPA, 
Professional Standards, vol. 1, AU sec. 324), provides guidance on the 
factors auditors should consider when auditing the financial statements 
of entities—including banks and savings institutions—that use service 
organizations (such as mortgage bankers that service mortgages for 
banks and savings institutions). Information about the control structure 
policies and procedures at mortgage bankers or other loan servicing 
organizations may affect assertions in the user banks' or savings
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institutions' financial statements. Also, some service auditors' reports 
prepared in accordance with SAS No. 70 include descriptions and 
results of tests of operating effectiveness of specified control policies 
and procedures. Accordingly, those reports may enable an auditor of 
the financial statements of a user bank or savings institution to assess 
control risk below the maximum for relevant financial statement asser­
tions. Readers should consult SAS No. 70 for additional information on 
how to use a service auditor's report when auditing the financial state­
ments of a user bank or savings institution.
Internal Control Reporting—COSO Addendum
The Committee of Sponsoring Organizations of the Treadway Com­
mission (COSO) issued a report, Internal Control—Integrated Framework, 
in September 1992. In May 1994, COSO issued a document titled Adden­
dum to “Reporting to External Parties." The Addendum to the COSO 
report encourages managements that report to external parties on 
controls over financial reporting to also cover controls over safeguarding 
of assets against unauthorized acquisition, use, or disposition. It also 
encourages managements to include specific reference to those controls 
in the report. As noted in the Addendum, controls over the safeguarding 
of assets against unauthorized acquisition, use, or disposition may fall 
either in the category of financial reporting controls (if they are needed 
to ensure reliable financial reporting), in the category of operating 
controls, or both.
Bank Reporting. Accountants are likely to encounter three kinds of 
management assertions:
1. Some institutions may make assertions about financial reporting 
controls, including safeguarding controls.
2. Some institutions may make assertions about financial reporting 
controls and safeguarding controls.
3. Some institutions may choose not to refer to safeguarding controls.
Accountant Attestation. In all cases, the scope of the accountant's work 
should include those internal controls over the safeguarding of assets 
against unauthorized acquisition, use, or disposition of assets that are 
part of the financial reporting controls (that is, those safeguarding 
controls that are needed to ensure reliable financial reporting). The 
wording of the auditor's attestation report will vary, depending on the 
scope and wording of management's report, as discussed below:
• When management's assertion makes specific reference to 
safeguarding controls using language such as . .controls over
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financial reporting, including controls over the safeguarding of 
assets___the accountant's reports should parallel manage­
ment's assertion. The scope of the accountant's work is unaffected 
since all controls included in the management's assertions are, in 
essence, financial reporting controls.
• When management's assertion is silent on safeguarding controls, the 
accountant's report, and the scope of his or her work, is unaffected.
• If management's assertion makes reference to safeguarding 
controls using language such as ".. .controls over financial report­
ing, and controls over the safeguarding.. . . ,"  the accountant 
should carefully consider whether the controls covered by the 
assertion fall outside the financial reporting controls category, and 
whether the wording adequately communicates the scope of 
the assertion. In such cases, the accountant should do one of 
the following:
1. Ask management to consider changing its assertion to use the 
wording "controls over financial reporting, including controls 
over the safeguarding of assets.. .."
2 . Ask management to clarify its definition of those safeguarding 
controls included in its assertion (which would also have to be 
included in the scope of the accountant's work) and state the 
criteria used to assess the adequacy of those controls if the 
accountant believes the wording of management's assertion 
does not adequately communicate its scope.
3 . Disclaim an opinion on that portion of management's assertion 
which was not included within the scope of the accoun­
tant's work.
Internal Audit Outsourcing
Entities have been increasingly using their independent public 
accountants to perform certain services formerly provided by internal 
audit departments. This internal audit outsourcing was first addressed 
by the AICPA's Professional Ethics Executive Committee when it pub­
lished Ethics Ruling No. 97, Peformance of Certain Extended Audit Services 
(AICPA, Professional Standards, vol. 2, ET sec. 191.194), in November
1993. That ruling permits such services by the independent public 
accountant who is responsible for auditing the entity's financial 
statements—when those services are generally of the type considered 
to be extensions of audit procedures to be performed in conducting the 
annual audit—even though the extent of testing may exceed that 
required under GAAS. The ruling also permits the auditor to review 
business processes for their functioning, efficiency, or effectiveness
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and provide recommendations to management without impairing 
independence as long as the auditor is not performing management 
functions or making management decisions.
The SEC staff has indicated that it would question the independence 
of an auditor, consistent with Ruling No. 97, when that auditor per­
forms additional procedures that are management or internal control 
functions. Auditors are advised to carefully consider the implications 
of such outsourcing arrangements and the resulting impact on the 
auditor's independence.
Other Matters
Goodwill. Accounting for goodwill has been an increasingly important 
issue given increased merger and acquisition activity in the industry 
during 1994. Auditors should be aware that primary guidance on 
accounting for goodwill (and related valuation issues) is found in APB 
Opinion 16, Business Combinations (FASB, Current Text, vol. 1, sec. B50); 
FASB Statement No. 72, Accounting for Certain Acquisitions of Banking or 
Thrift Institutions (FASB, Current Text, vol. 2, sec. Bt7); and Topic 2-A-3 
in SEC Staff Accounting Bulletin (SAB) No. 42, Acquisitions Involving 
Financial Institutions. Additional information is contained in Audit Risk 
Alert-1994 (Product No. 022141).
Segment Reporting. Auditors should be aware that all types of entities, 
including banks and savings institutions, are subject to the provisions 
of FASB Statement No. 14, Financial Reporting for Segments of a Business 
Enterprise (FASB, Current Text, vol. 1, sec. S20). FASB Statement No. 14 
requires that the financial statements of a business enterprise include 
information about the enterprise's operations in different industries, 
its foreign operations and exports sales, and its major customers. FASB 
Statement No. 14 also requires that an enterprise operating pre­
dominantly or exclusively in a single industry identify that industry.
Accounting Developments
FASB Financial Instruments Project
The FASB's ongoing project on financial instruments encompasses 
three primary segments: disclosures, distinguishing between liabili­
ties and equity, and recognition and measurement. In addition to those 
three primary segments, the FASB has addressed several narrower 
issues within the overall scope of the project. Some of the current 
developments of the project are described below.
28
Derivatives Disclosures. In October 1994, the FASB issued FASB State­
ment No. 119, Disclosure about Derivative Financial Instruments and Fair 
Value of Financial Instruments (FASB, Current Text, vol. 1, sec. F25). FASB 
Statement No. 119 requires disclosures about derivative financial 
instruments—futures, forward, swap, and option contracts, and other 
financial instruments with similar characteristics. It also amends exist­
ing requirements of FASB Statement No. 105, Disclosure of Information 
about Financial Instruments with Off-Balance-Sheet Risk and Financial 
Instruments with Concentrations of Credit Risk (FASB, Current Text, vol. 1, 
sec. F25), and FASB Statement No. 107, Disclosures about Fair Value of 
Financial Instruments (FASB, Current Text, vol. 1, sec. F25).
More specifically, FASB Statement No. 119 requires disclosures about 
amounts, nature, and terms of derivative financial instruments that are 
not subject to FASB Statement No. 105 because they do not result in 
off-balance-sheet risk of accounting loss. It requires that a distinction 
be made between financial instruments held or issued for trading 
purposes (including dealing and other trading activities measured at 
fair value with gains and losses recognized in earnings) and financial 
instruments held or issued for purposes other than trading. It also 
amends FASB Statement Nos. 105 and 107 to require that that distinc­
tion be made in certain disclosures required by those statements.
For entities that hold or issue derivative financial instruments for 
trading purposes, FASB Statement No. 119 requires disclosure of 
average fair value and of net trading gains or losses. For entities that 
hold or issue derivative financial instruments for purposes other than 
trading, it requires disclosure about those purposes and about how the 
instruments are reported in financial statements. For entities that hold 
or issue derivative financial instruments and account for them as 
hedges of anticipated transactions, it requires disclosure about the 
anticipated transactions, the classes of derivative financial instruments 
used to hedge those transactions, the amounts of hedging gains and 
losses deferred, and the transactions or other events that result in 
recognition of the deferred gains or losses in earnings. FASB Statement 
No. 119 also encourages, but does not require, quantitative information 
about market risks of derivative financial instruments—and also of 
other assets and liabilities—that is consistent with the way the entity 
manages or adjusts risks, and that is useful for comparing the results of 
applying the entity's strategies to its objectives for holding or issuing 
the derivative financial instruments.
FASB Statement No. 119 amends FASB Statement No. 105 to require 
disaggregation of information about financial instruments with off- 
balance-sheet risk of accounting loss by class, business activity, risk, or 
other category that is consistent with the entity's management of those
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instruments. FASB Statement No. 119 amends FASB Statement No. 107 
to require that fair-value information be presented without combining, 
aggregating, or netting the fair value of derivative financial instru­
ments with the fair value of nonderivative financial instruments, and 
that it be presented together with the related carrying amounts in the 
body of the financial statements, a single footnote, or a summary table 
in a form that makes it clear whether the amounts represent assets 
or liabilities.
FASB Statement No. 119 is effective for financial statements issued for 
fiscal years ending after December 15, 1994, except for entities with less 
than $150 million in total assets. For those entities, the Statement is 
effective for financial statements issued for fiscal years ending after 
December 15, 1995.
Impairment of a Loan. In May 1993, FASB Statement No. 114 was issued 
to address the accounting by creditors for impairment of certain loans. 
A loan is impaired when, based on current information and events, it 
is probable that a creditor will be unable to collect all amounts due 
according to the contractual terms of the loan agreement. The State­
ment is applicable to all creditors and to all loans, uncollateralized as 
well as collateralized, except large groups of smaller balance homo­
geneous loans that are collectively valued for impairment (for example, 
credit-card, residential mortgage, and consumer installment loans), 
loans that are measured at fair value or at the lower of cost or fair value, 
leases, and debt securities as defined in FASB Statement No. 115. It 
applies to all loans that are restructured in a troubled debt restructuring 
involving a modification of terms, including groups of smaller balance 
homogeneous loans that may otherwise have been excluded from the 
scope of the Statement.
FASB Statement No. 114 requires that impaired loans that are within 
its scope be measured based on the present value of expected future 
cash flows discounted at the loan's effective interest rate or, as a practi­
cal expedient, at the loan's observable market price or the fair value of 
collateral if the loan is collateral-dependent. The impairment is recog­
nized by creating or adjusting a valuation allowance for the impaired 
loan with a corresponding charge to bad debt expense.
The Statement amends FASB Statement No. 5, Accounting for Contin­
gencies (FASB, Current Text, vol. 1, sec. C59), to clarify that a creditor 
should evaluate the collectibility of both the contractual interest and 
contractual principal of all receivables, in assessing the need for a loss 
accrual. The Statement also amends FASB Statement No. 15 to require 
a creditor to measure all loans that are restructured in a troubled debt 
restructuring involving a modification of terms in accordance with 
its provisions.
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The Statement applies to financial statements for fiscal years begin­
ning after December 15, 1994. Earlier application is encouraged.
Some institutions may decide to adopt the provisions of the State­
ment prior to its effective date. Auditors should carefully consider the 
implications on audit risk of applying the Statement's provisions.
Income Recognition on Impaired Loans. In October 1994, the FASB issued 
FASB Statement No. 118, Accounting by Creditors for Impairment of a Loan 
—Income Recognition and Disclosures, which amends FASB Statement 
No. 114 to allow creditors to use existing methods for recognizing 
interest income on impaired loans. To accomplish that, it eliminates 
the provisions in FASB Statement No. 114 that describe how creditors 
should report income on impaired loans.
FASB Statement No. 118 does not change the provisions in FASB 
Statement No. 114 that require creditors to measure impairment based 
on the present value of expected future cash flows discounted at the 
loan's effective interest rate or, as a practical expedient, at the observ­
able market price of the loan or the fair value of the collateral if the loan 
is collateral-dependent.
FASB Statement No. 118 also amends the disclosure requirements in 
FASB Statement No. 114 to require disclosure of information about the 
recorded investment in certain impaired loans and about how creditors 
recognize interest income related to those loans.
FASB Statement No. 118 is effective concurrent with the effective 
date of FASB Statement No. 114, that is, for financial statements for 
fiscal years beginning after December 15, 1994, with earlier applica­
tion encouraged.
Mortgage Servicing Rights. In June 1994, the FASB exposed for public 
comment a proposed Statement, Accounting for Mortgage Servicing 
Rights and Excess Servicing Receivables and for Securitization of Mortgage 
Loans. The proposed Statement would require that an entity recognize 
as separate assets rights to service mortgage loans for others, however 
those servicing rights are acquired. The proposed Statement would 
also require that securitizations of mortgage loans be accounted for as 
sales of mortgage loans and acquisitions of mortgage-backed securities 
with related gains or losses recognized in earnings. Capitalized mortgage- 
servicing rights and capitalized excess servicing receivables would need 
to be assessed for impairment based on fair value. The proposed State­
ment would be applied prospectively in fiscal years beginning after 
December 15, 1995, to transactions in which an entity acquires mortgage- 
servicing rights, and to impairment evaluations of all capitalized 
mortgage-servicing rights and capitalized excess servicing receivables 
whenever acquired. Retroactive application would be prohibited.
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Auditors should be alert for the issuance of a final Statement, expected 
in early 1995.
Investments in Certain Debt and Equity Securities. In May 1993, the FASB 
issued FASB Statement No. 115, which addresses the accounting 
and reporting for investments in equity securities that have readily 
determinable fair values (previously addressed by FASB Statement 
No. 12, Accounting for Certain Marketable Securities, which was super­
seded by FASB Statement No. 115) and for all investments in debt 
securities. FASB Statement No. 115 does not cover securities accounted 
for by the equity method and investments in consolidated subsidiaries. 
FASB Statement No. 115 establishes the following three categories for 
reporting debt and marketable equity securities:
• Held-to-maturity—Reported at amortized cost
• Trading—Reported at fair value with unrealized gains and losses 
included in earnings
• Available-for-sale—Reported at fair value, with unrealized gains 
and losses excluded from earnings and reported in a separate 
component of shareholders' equity
The Statement also specifies the accounting treatment for transfers 
among categories.
Paragraph 8 of the Statement indicates that certain changes in 
circumstances may cause the enterprise to change its intent to hold 
a certain security to maturity without calling into question its intent 
to hold other debt securities to maturity in the future. For example, 
there may be evidence of a significant deterioration in the issuer's 
creditworthiness or a change in tax law that eliminates or reduces 
the tax-exempt status of interest on the debt security. In addition, 
there may be other events that are isolated, nonrecurring, and unusual 
for the reporting enterprise and that could not have been reasonably 
anticipated. These, too, may cause an entity to sell or transfer a held- 
to-maturity security without necessarily calling into question its intent 
to hold other debt securities to maturity. However, such sales and 
transfers of held-to-maturity securities are expected to be rare.
FASB Statement No. 115 stipulates that an entity shall not classify 
a debt security as held-to-maturity if the enterprise has the intent to 
hold the security for only an indefinite period. Consequently, a debt 
security should not, for example, be classified as held-to-maturity if 
an institution anticipates that the security would be available to be sold 
in response to changes in market interest rates and related changes 
in the following:
• Security's prepayment risk
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• Needs for liquidity
• Availability of and the yield on alternative investments
• Funding sources and terms
• Foreign-currency risk
FASB Statement No. 115 also requires institutions to determine 
whether declines in the fair value of individual securities classified 
as either held-to-maturity or available-for-sale below their amortized 
cost bases are other than temporary. For example, if it is probable that 
an investor will be unable to collect all amounts due according to the 
contractual terms of a debt security not impaired at acquisition, 
an other-than-temporary impairment is considered to have occurred. 
If such a decline is judged to be other than temporary, the cost basis 
of the individual security should be written down to fair value as 
the new cost basis, with the amount of the write-down included in 
earnings (that is, accounted for as a realized loss).
FASB Statement No. 115 is effective for fiscal years beginning after 
December 15, 1993. It specifically prohibits the retroactive restatement 
of prior financial statements. Generally, FASB Statement No. 115 should 
be initially applied as of the beginning of a bank's or savings institu­
tion's fiscal year (such as January 1 ,  1994). At that date, investments in 
debt and equity securities should be classified based on management's 
intent at that date. Entities are permitted to initially apply the Statement 
as of the end of an earlier annual period for which financial statements 
have not been issued (with no restatement of interim periods).
Auditors should be aware that investments in nonnegotiable cer­
tificates of deposit (CDs) in banks generally are not subject to the 
provisions of FASB Statement No. 115 because they are debt instru­
ments that do not meet the definition of a security in that Statement.
Mortgage-backed securities that are held for sale in conjunction with 
mortgage-banking activities (as described in FASB Statement No. 65) 
are classified as trading securities.
Over the past months, the FASB's Emerging Issues Task Force (EITF) 
has discussed a number of issues relating to the implementation of FASB 
Statement No. 115. Matters discussed included those described below.
Brady Bonds. In April 1994, the FASB issued FASB Technical Bulletin 
No. 94-1, Application of Statement 115 to Debt Securities Restructured in 
a Troubled Debt Restructuring (FASB, Current Text, vol. 1, sec. I80), which 
clarifies that any loan that was restructured in a troubled debt restruc­
turing involving a modification of terms, including those restructured 
before the effective date of FASB Statement No. 114, would be subject 
to the provisions of FASB Statement No. 115 if the debt instrument 
meets the definition of a security (as provided in FASB Statement No.
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115). The provisions of the bulletin are effective for financial statements 
issued after April 30, 1994. The issue arose during FASB discussions 
of the application of FASB Statement No. 115 to bonds issued to banks 
by foreign governments under a program designed by then-Secretary 
of the Treasury Nicholas Brady to help developing countries refinance 
their debt to those institutions.
Offsetting. APB Opinion 10, Omnibus Opinion—1966, paragraph 7, says 
that "it is a general principle of accounting that the offsetting of assets 
and liabilities in the balance sheet is improper except where a right of 
setoff exists." FASB Interpretation No. 39, Offsetting of Amounts Related to 
Certain Contracts (FASB, Current Text, vol. 1, sec. B10), becomes effective 
for financial statements issued for periods ending after December 15, 
1994. The Interpretation defines right of setoff and specifies what condi­
tions must be met to have that right. It also addresses the applicability 
of that general principle to forward, interest-rate swap, currency swap, 
option, and other conditional or exchange contracts, and clarifies the 
circumstances in which it is appropriate to offset amounts recognized 
for those contracts in the statement of financial position. In addition, 
it permits offsetting of fair value amounts recognized for multiple 
forward, swap, option, and other conditional or exchange contracts 
executed with the same counterparty under a master netting arrange­
ment. In September 1994, the FASB issued an exposure draft of a 
proposed Interpretation, Off-setting of Amounts Related to Certain Repur­
chase and Reverse Repurchase Agreements. Readers should be alert to any 
final Interpretation issued.
Consensus Decisions of the FASB's Emerging Issues Task Force (ETTF)
The EITF frequently discusses accounting issues involving financial 
instruments, real estate, or transactions of similar importance to banks 
and savings institutions. A description of recent issues is provided 
below; however, readers should consult detailed minutes for addi­
tional information.
EITF Issue No. 94-8, Accounting for Conversion of a Loan into a Debt 
Security in a Troubled Debt Restructuring, discusses how to account 
for the difference between the recorded investment in a loan being 
restructured and the fair value of debt securities received at the time 
of conversion.
EITF Issue No. 94-7, Accounting for Financial Instruments Indexed to, 
and Potentially Settled in, a Company's Own Stock, addresses financial 
instruments that may be settled with a specified number of shares of an 
entity's stock or with a cash amount calculated on the basis of the value 
of a specified number of shares of an entity's stock. Issues include
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(1) whether the instrument should be classified as an asset or an equity 
instrument, (2) how gains and losses are reported, (3) whether the 
instrument should be accounted for separately if it is embedded in 
another financial instrument, and (4) how to treat the instrument for 
earnings-per-share computations.
EITF Issue No. 94-5, Determination of What Constitutes All Risks and 
Rewards and No Significant Unresolved Contingencies in a Sale of Mortgage 
Loan Servicing Rights under Issue No. 89-5, involves accounting for trans­
fers of mortgage-servicing rights.
EITF Issue No. 94-4, Classification of an Investment in a Mortgage-Backed 
Interest-Only Certificate as Held-to-Maturity, discusses the application of 
the classification criteria of FASB Statement No. 115.
EITF Issue No. 94-3, Liability Recognition for Costs to Exit an Activity 
(Including Certain Costs Incurred in a Restructuring), addresses whether 
an entity should recognize a liability and an expense for costs associ­
ated with a restructuring and, secondarily, whether additional financial 
statement disclosures should be made for restructuring charges.
EITF Issue No. 94-1, Accounting for Tax Benefits Resulting from Invest­
ments in Affordable Housing Projects, addresses whether an entity that 
invests in a qualified affordable housing project through a limited part­
nership should, under any circumstances, account for its investment 
as a tax benefit acquired rather than as an investment in real estate.
EITF Issue No. 93-18, Recognition of Impairment for an Investment in 
a Collateralized Mortgage Obligation Instrument or in a Mortgage-Backed 
Interest-Only Certificate, addresses the effect of FASB Statement No. 115 
on certain aspects of EITF Issue No. 89-4, Accounting for a Purchased 
Investment in a Collateralized Mortgage Obligation Instrument or in a 
Mortgage-Backed Interest-Only Certificate. Discussion includes whether 
FASB Statement No. 115 changes (1) the measure of an impairment loss 
for those instruments addressed in EITF Issue No. 89-4, and (2) the 
consensus on EITF Issue No. 89-4 about the timing for recognition of 
an impairment loss for those instruments. Discussion also includes 
whether previously recognized impairment losses for those instru­
ments should be remeasured at fair value for purposes of determining 
the cumulative catch-up adjustment upon initial adoption of FASB 
Statement No. 115.
Appendix D-39 to the EITF Abstracts contains FASB staff responses 
to certain technical inquiries about implementation of FASB Statement 
No. 115. Included is a discussion of whether a mortgage-derivative 
product (held by a regulated institution) that is not a high-risk mort­
gage security (as defined in the FFIEC's December 1991 Supervisory 
Policy Statement on Securities Activities) at purchase, but that could later 
become a high-risk mortgage security before maturity because of a 
change in market interest rates and the related change in the security's
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prepayment risk, may be classified at acquisition as a held-to-maturity 
security under FASB Statement No. 115. A series of events in response 
to the inquiry resulted ultimately in the FFIEC issuance of an August 8,
1994, announcement that states, in part:
[T]he mere existence of examiners' divestiture authority for high- 
risk mortgage securities should not preclude an institution from 
concluding it has the intent and ability to hold to maturity those 
securities that were nonhigh-risk when acquired. (FFIEC FIL-57-94)
The FASB staff announced that it believes this FFIEC conclusion 
is consistent with the provisions of FASB Statement No. 115. The EITF 
agreed that "transfer of an available-for-sale security into the held- 
to-maturity category in response to the [FFIEC's August 8 ,  1994] final 
memorandum should be accounted for at the security's fair value at 
the time of transfer." The EITF also agreed that "such a transfer could 
not occur prior to issuance of the [FFIEC's August 8 , 1994] final memo­
randum" and that "the transfer should be accounted for in accordance 
with paragraph 15(d)" of FASB Statement No. 115 (see also OCC 
Bulletins 94-48 and 94-25).
Appendix D-40 contains a FASB staff announcement about Sale of 
Securities Following a Business Combination Expected to Be Accounted for as 
a Pooling of Interests.
Appendix D-41 contains an SEC staff announcement about Adjust­
ments in Assets and Liabilities for Holding Gains and Losses as Related to the 
Implementation of FASB Statement No. 115.
Accounting Standards Executive Committee (AcSEC) Activities
In-Substance Foreclosures. AcSEC voted to withdraw two practice bulle­
tins about substantive repossession of collateral, because the underlying 
issues have been addressed in FASB Statement No. 114. AcSEC deter­
mined that Practice Bulletin 7, Criteria for Determining Whether Collateral 
for a Loan Has Been In-Substance Foreclosed, and Practice Bulletin 10, 
Amendment to Practice Bulletin 7, shall be superseded as of the effective 
date of implementation of FASB Statement No. 114.
FASB Statement No. 114 clarified that paragraph 34 of FASB Statement 
No. 15 was intended to apply to a troubled debt restructuring or other 
circumstance in which a debtor surrendered property to the creditor 
and the creditor was in possession of the asset with or without having 
to go through formal foreclosure procedures. FASB Statement No. 114 
is effective for fiscal years beginning after December 15, 1994.
Similarly, the SEC amended its interpretive guidance to inform regis­
trants that have adopted FASB Statement No. 114 that they should not 
apply the portion of the SEC's Financial Reporting Release No. 28,
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Accounting for Loan Losses by Registrants Engaged in Lending Activities, that 
addresses the accounting for substantive repossessions of collateral 
(Federal Register [May 19, 1994]).
Real Estate Investments. In late 1993, AcSEC issued an exposure draft of 
a proposed Statement of Position (SOP), Identifying and Accounting for 
Real Estate Loans that Qualify as Real Estate Investments. The proposed 
SOP provides related guidance on such loans, which may include real 
estate acquisition, development, and construction (ADC) loans, loans 
on operating real estate, convertible mortgages, and shared apprecia­
tion (participating) mortgages. AcSEC has not taken any final action 
and the timing of the final SOP is not available. Related guidance 
is provided in AICPA Practice Bulletin 1, Purpose and Scope of AcSEC 
Practice Bulletins and Procedures for Their Issuance, and EITF Issue No. 
86-21, Application of the AICPA Notice to Practitioners Regarding Acquisi­
tion, Development, and Construction Arrangements to Acquisition of an 
Operating Property.
SEC Staff Accounting Bulletin
SEC SAB No. 93, Accounting and Disclosures Relating to Discontinued 
Operations, expresses certain views of the SEC staff regarding account­
ing and disclosures related to discontinued operations. APB Opinion 
30, Reporting the Results of Operations—Reporting the Effects of Disposal of 
a Segment of a Business and Extraordinary, Unusual and Infrequently Occur­
ring Events and Transactions (FASB, Current Text, vol. 1, sec. I13), requires, 
as a prerequisite to accounting for discontinued operations, that an 
entity have a formal plan to dispose of a business segment, the ability 
to make projections with reasonable accuracy, and the expectation that 
the plan of disposal be carried out within a one-year period. The SAB 
indicates that the company's plan of disposal does not meet the criteria 
of APB Opinion 30 if the method of disposal of the business segment 
has not been determined or if the plan of disposal requires more than 
one year. It also discusses accounting for the abandonment of a business 
segment, disposal of an operation with abandonment of a business 
segment, disposal of an operation with a significant interest retained, 
classification and disclosure of contingencies relating to discontinued 
operations, and accounting for subsidiaries that management intends 
to sell.
Information Sources
Regulations of the OCC, the FDIC, the FRB, and the OTS are codified 
in Section 12 CFR.
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OCC supervisory policies and guidance are issued as OCC Bulle­
tins, News Releases, updates to the OCC Policies and Procedures Manual, 
and other issuances. For information on ordering copies of OCC issu­
ances, call OCC Publications Control at (202) 874-4700.
FDIC policy is communicated in Financial Institution Letters, News 
Releases, Regional Director Memoranda, and in instructions for FFIEC 
Consolidated Reports of Condition and Income (Call Reports). For 
information about ordering these issuances, call FDIC Corporate 
Communications at (202) 898-6996.
Information about FRB publications is available through FRB Publi­
cations Services, (202) 452-3245.
OTS supervisory policies and guidance are issued in the form of 
Thrift Bulletins, Regulatory Bulletins, and Transmittals, and in guidance 
provided to examiners through a multivolume set of agency hand­
books. For information on ordering OTS publications, call the OTS 
Controller's Division at (301) 645-6264.
Copies of SEC publications are available through the SEC's public 
reference room at (202) 942-8078.
For additional copies or information about Freddie Mac's Compliance 
Reporting Guide, contact Freddie Mac at (800) FREDDIE.
Copies of Government Auditing Standards (stock number 020-000-00243-3) 
and Interpretation of Continuing Education and Training Requirements (stock 
number 020-000-00250-6) are for sale by the Superintendent of Docu­
ments, U.S. Government Printing Office, Washington, D.C. 20401; 
order desk telephone, (202) 512-1800; fax, (202) 512-2250.
*  *  *  *
This Audit Risk Alert replaces Banks and Savings Institutions Industry 
Developments—1993.
*  *  *  *
Practitioners should also be aware of the economic, regulatory, and 
professional developments in Audit Risk Alert—1994 and Compilation 
and Review Alert—1994, which may be obtained by calling the AICPA 
Order Department at the number below and asking for product num­
ber 022141 (audit) or 060668 (compilation and review).
Copies of AICPA publications referred to in this document can be 
obtained by calling the AICPA Order Department at (800) TO-AICPA. 
Copies of FASB publications referred to in this document can be 
obtained directly from the FASB by calling the FASB Order Department 
at (203) 847-0700, ext. 10.
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